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ADDRESS  ON 


THE  EXISTING  STEAM  RAILROAD  SITUATION. 


By  W.  H.  Coverdale,  Consulting  Engineer, 

New  York. 

Before  Investment  Bankers  Association  of  America, 
Bellevue-Stratford  Hotel,  Phila., 

Nov.  13th,  1914. 


It  is  difficult  to  form  an  adequate  opinion  on  the 
current  question  of  railroad  economics  because  many 
of  our  streams  of  information  are  polluted  at  the  source. 
Like  many  another  subject  of  enough  importance  to 
attract  general  attention  it  is  kaleidoscopic  both  by 
nature  and  position,  and  reflects  all  the  various  colors 
of  the  rainbow  to  the  observant  eyes  divergently  located 
at  different  points  of  compass. 

Into  its  melting  pot  must  go  the  factors  of  freight 
and  passenger  rates,  and  the  gross  earnings  derived 
therefrom  ;  of  general  administration,  and  of  local  man¬ 
agement  ;  of  expenditures  covering  adequate  mainte¬ 
nance  and  depreciation  of  physical  property,  no  less 
than  the  current  transportation  and  traffic  expenses  ;  of 
federal,  state,  and  local  taxation  ;  of  rentals,  leases, 
and  other  contractual  obligations  ;  of  accounting  ;  of 
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financing ;  of  federal  and  state  regulation  ;  of  legisla¬ 
tion  ;  of  politics ;  and  of  changing  economic  and  social 
conditions. 

All  these  and  many  other  raw  facts  and  crude  con¬ 
ditions  must  be  fused  and  blended  in  countless  combi¬ 
nations  before  the  process  of  operation  reaches  the  net 
income  stage,  and  before  the  refined  product  of  an  annual 
profit  and  loss  statement  appears  as  a  composite  minia¬ 
ture  of  a  year’s  efforts. 

In  view  of  the  complications  inherent  in  the  nature 
of  the  problem  and  the  vastness  of  their  bulk,  it  is  not 
to  be  wondered  at  that  many  of  the  conclusions  reached 
and  opinions  expressed  to  cover  the  general  situation 
are  inadequate  in  the  premises ;  and  may  be  charitably 
compared  to  the  inefficiency  of  the  immortal  humming 
bird,  which  undertook  to  remove  a  mountain  by  visiting 
it  once  in  each  thousand  years,  and  carrying  away 

i 

therefrom  one  tiny  grain  of  sand. 

Nor  need  we  wonder  that  those  of  us  who  are  inter¬ 
ested  in  any  one  phase  of  the  question — such  for  instance 
as  financing,  or  the  sale  of  railroad  investment  securi¬ 
ties, — should  attach  an  undue  value  to  the  relative  im¬ 
portance  of  that  part  of  the  problem  which  directly  and 
vitally  affects  him;  and  should  be  content  to  form  his 
opinion  on  the  broad  question  of  policy  from  the  narrow 
limitation  of  his  own  sphere  of  action.  I  say  we  need 
not  wonder  at  it,  because  it  has  occurred  so  often  that 
wonder  has  ceased.  The  phenomenon  has  become  com¬ 
monplace.  Our  country’s  economic  ills  are  traced  by 
the  free  silverite  to  the  gold  standard  ;  by  the  free  trader, 
to  a  protective  tariff ;  by  the  prohibitionist  to  rum  ;  and 
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by  the  suffragette  to  tbe  genus  Homo.  As  tbe  man 
thinketh,  so  he  is.  Nor  is  it  self  interest  which  blinds 
these  advocates  of  a  broad  conclusion  from  a  narrow 
premise.  Blind  they  are  like  poor  Daedalus  who  flew 
to  his  self  appointed  place  in  the  sun  with  splendid  suc¬ 
cess — until  the  heat  melted  his  waxen  wings;- — but 
sincere,  nevertheless,  and  able  too,  notwithstanding 
their  myopic  range  of  vision. 

If  this  short  sighted  policy  leads  to  narrow  conclu¬ 
sions  in  the  realm  of  national  economics,  it  leads  to 
narrow  conclusions  no  less  certainly  in  the  realm  of 
railroad  economics,  as  we  have  reason  to  believe  that 
the  greater  includes  the  less. 

And  so,  in  our  endeavor  to  reach  a  sound  conclu¬ 
sion  as  to  the  present  state  of  the  gentle  art  of  railroad 
profit  making,  we  must  decline  to  be  guided  by  such  a 
hopeless  familiarity  with  any  one  feature  as  will  pre¬ 
clude  a  general  knowledge  of  all ;  we  must  rather 
choose  a  point  of  vantage  away  from  the  heat  of  the 
battle — and  well  out  of  range — so  that  we  may,  without 
fear,  observe  accurately  and  deduce  clearly  ;  and  with¬ 
out  any  theories  either  to  attack  or  to  defend.  We 
must  refuse  to  mourn  with  the  mourner  who  goeth 
about  the  streets  proclaiming  in  a  loud  voice  that  the 
railroad  corporation  has  become  the  railroad  corpse, 
and  that  railroad  profits  are  as  extinct  as  the  dodo. 
We  must  decline  to  follow  the  prophet  crying  in  the 
wilderness  “  Woe  for  the  evil  that  hath  been  done  in 
high  places.”  We  must  not  rejoice  with  the  dema¬ 
gogue  because  the  tax  rate  going  up  meets  the  freight 
and  passenger  rate  coming  down  ;  and  so,  by  due  con- 
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sideration  of  all  of  the  component  working  forces,  we 
shall  get  a  resultant  straight  and  true. 

Nor  shall  it  avail  for  our  purpose  to  look  either  to 
the  past  or  to  the  future.  Retrospection  is  a  function 
of  age  seeking  to  renew  its  youth,  and  science  is  uncer¬ 
tain  as  to  whence  we  have  come.  Whilst  hope  is  no 
less  a  function  of  youth  seeking  an  outlet  for  its 
criminal  optimism,  and  theology  is  at  best  uncertain 
as  to  whither  we  are  bound. 

The  railroad  conditions  in  this  country  to-day  are 
as  independent  of  every  cause  which  may  have  con¬ 
tributed  in  the  past  to  produce  them,  as  they  are 
of  the  millenium.  They  require  maturity  of  thought 
and  of  action  in  the  “  living  present.’’  They  require 
that  ability  to  comprehend  them,  and  that  courage  to 
act  on  them,  which  must  ever  mark  the  maximum 
of  human  efficiency,  and  ever  lead  to  a  good  under¬ 
standing. 

How  is  this  result  to  be  achieved?  Well  it  is  not 
to  be  achieved  by  harking  back  to  the  pioneer  days  of 
railroading,  and  endeavoring  to  reconstruct  the  panorama 
of  development  with  all  of  its  milestones  of  success  and 
skeletons  of  failure ;  and  if  I  understand  the  attitude  of 
the  investment  banker  towards  a  construction  proposi¬ 
tion  during  the  present  and  the  last  few  years  of  grace, 
I  think  it  conservative  to  say  that  it  is  perhaps  to 
the  best  interests  of  the  country’s  transportation  system 
that  it  got  itself  constructed  long  ago.  I  will  go  further 
and  invite  your  attention  to  the  anomalous  fact  that 
although  railroad  credit  was  sufficient  to  construct  the 
properties  before  their  traffic  was  developed  or  assured, 
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it  is  now  altogether  insufficient  to  operate  those  proper¬ 
ties  in  an  adequate  manner,  although  they  are  earning 
a  gross  annual  revenue  of  about  $3,000,000,000. 

Neither  is  a  better  understanding  to  be  achieved  by 
measuring  the  record  of  the  past  with  our  own  yard 
stick  of  financial  morality.  Nor  yet  by  charting  the 
rocks  of  disaster.  Nor  by  dissecting  anything  ;  nor  by 
burying  anything;  nor  by  exhuming  anything. 

Nor  is  it  to  be  achieved  by  factional  disputes  which 
may  be  compared  to  the  wisdom  of  throwing  dust  into 
the  air  for  the  purpose  of  seeing  more  clearly  ;  nor  by 
one  party  yelling  rates,  and  rates  only;  by  a  second 
party  crying  waste,  and  that  only ;  by  a  third  party 
whistling  up  the  wind  for  dividends ;  by  a  fourth  party 
demanding  service,  at  whatever  expense ;  by  a  fifth 
party  whispering  of  financial  ghosts  whose  clanking 
fetters  may  still  be  heard  at  doubtful  midnight ;  nor 
even  by  all  of  the  parties  joining  in  an  inharmonious 
chorus  before  a  deaf  audience. 

How  then,  if  not  as  an  advocate  of  one  of  these  par¬ 
tisan  policies,  may  we  hope  to  contribute  our  mite 
toward  a  better  understanding?  Well,  as  a  first  aid  to 
the  injured  income  account  and  crippled  credit,  permit 
me  to  offer  the  panacea  of  nonpartisanship  which  per¬ 
mits  and  encourages  an  impartial  investigation ;  then 
apply  the  panacea  by  acquiring  some  first  hand  knowl¬ 
edge  on  the  various  points  involved ;  and  having  done 
that,  retire  with  the  knowledge  thus  acquired  to  a  point 
from  which  a  bird’s  eye  view  of  the  whole  question  may 
be  had,  and  the  relative  merits  of  the  various  claims  de¬ 
termined. 
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Only  in  this  way  can  the  puny  positions  of  the 
partisans  be  disclosed  and  their  absurd  claims  refuted. 
Only  in  this  way  can  the  broad  question  of  railroad 
economics  be  analyzed  and  its  various  factors  properly 
correlated. 

These  factors  are  many  and  various.  They  cover 
the  duties  of  railroad  officers  and  directors ;  the  rights 
of  stockholders ;  the  use  and  abuse  of  holding  com¬ 
panies  ;  the  causes  and  effects  of  receiverships  ;  the 
underlying  principles  of  reorganization  ;  the  duties  of 
fiscal  agents,  of  investment  bankers,  and  of  investors  ; 
the  nature  and  amount  of  indentures  under  which 
securities  are  issued ;  the  duties  of  the  trustees  of 
such  indentures  ;  the  capital  account ;  the  requirements 
of  the  physical  property  not  only  for  maintenance,  re¬ 
newals,  and  depreciation,  but  also  for  improvements 
and  betterments,  in  order  that  the  growing  demands 
for  service  may  be  met ;  the  changing  social  conditions 
which  make  for  greater  safety,  shorter  hours  of  work, 
increased  compensation,  and  higher  standards  of  living  ; 
the  attitude  of  state  legislatures  and  commissions ;  of 
the  Interstate  Commerce  Commission  ;  of  the  public  at 
large ;  and  finally  the  rates  which  may  be  charged  for 
the  transportation  service,  and  the  gross  operating 
revenue  produced  thereby,  from  which  proceed  the 
issues  of  economic  life ;  in  fact  they  are  so  numerous, 
and  so  diverse,  and  so  important,  that  it  is  not  to  be 
wondered  at  that  men  shrink  from  the  contemplation  of 
all,  to  the  more  detailed  study  of  one  or  two  points ; 
and  that  they  lose  the  perspective  which  is  essential  to 
the  true  solution  of  the  problem. 
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In  directing  your  attention  for  a  moment  to  the 
more  specific  nature  of  several  of  these  factors  my  first 
impulse  was  to  show  the  weakness  of  certain  positions 
which  have  been  taken  in  relation  thereto ;  to  cite  hor¬ 
rible  examples  of  what  not  to  do,  and  of  how  not  to  do 
it ;  and  so  by  a  process  of  rejection  and  exclusion  to 
winnow  a  few  grains  of  wheat  from  the  piles  of  road¬ 
side  chaff.  But  the  inconsistency  and  uselessness  of 
such  a  policy  is  at  once  apparent  to  you.  If  the  policy 
were  in  itself  desirable,  which  it  is  not,  we  could  not 
even  trust  our  faculty  of  observation  to  avoid  over 
emphasis  of  the  sensational  features,  and  to  give  due 
credit  to  the  steady  and  consistent  average  excellence 
which  passes  without  comment  because  of  its  wide¬ 
spread  prevalence. 

After  every  catastrophe  investigations  are  made, 
and  commissions  sit,  and  the  vials  of  public  wrath  are 
uncorked,  and  expiation  is  demanded,  and  new  legis¬ 
lation  is  advocated,  and  arrests  are  threatened  or  even 
had,  and  convictions  and  punishment  loudly  urged ; 
but  by  that  time  the  storm  is  very  much  abated,  anger 
cools,  interest  ceases,  convictions  fail,  legislation 
seldom  follows,  and  all  conditions  are  about  as  before. 
The  mountain  hath  been  in  labor  and  hath  brought 
forth  a  mouse.  And  even  in  the  personal  experience 
of  each  individual  I  think  it  safe  to  say  that  the  events 
which  have  produced  the  most  lasting  impressions  are 
not  those  which  are  associated  with  moments  of  great 
happiness,  or  pleasure,  or  even  those  of  normal  com¬ 
fort  ;  but  on  the  contrary,  are  those  which  mark 
moments  of  grave  concern,  of  grief,  of  discomfort, 
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although  the  average  condition  of  life  may  be  much 
closer  to  the  former  than  to  the  latter.  These  examples 
show  the  over  emphatic  tendency,  and  the  fallacy  of 
resorting  thereto. 

Example  may  be  better  than  precept,  but  in  this 
case  it  is  not  good  enough. 

There  remains  but  to  offer  a  comprehensive  and 
synthetical  statement  of  the  situation  which  shall  indi¬ 
cate  clearly  the  correlation  of  the  various  factors  in¬ 
volved  and  which  shall  briefly  define  those  principles 
and  duties  of  each  factor  which  make  for  sound  balance 
sheets  and  dependable  income  accounts. 

Assuming  now  that  certain  railroad  maturities  are 
impending  and  that  certain  defaults  exist,  which  must 
be  cured  through  some  process  of  reorganization,  let  us 
follow  briefly  the  line  of  least  resistance  and  greatest 
strength  in  a  short  review  of  what  is  demanded  by  these 
conditions. 

First  :  The  economic  soundness  of  the  proposition 
as  a  whole  should  have  first  consideration,  just  as  it 
would  have  if  it  were  merely  a  project  instead  of  a  prop¬ 
erty  already  constructed ;  and  this  is  particularly  true 
in  view  of  the  fact  that  nearly  all  railroads  have  pro¬ 
jected  features  which  are  financed  solely  upon  the  credit 
or  guaranty  of  the  parent  company  and  which  may 
and  in  fact  do,  at  times,  become  serious  drags  upon 
the  parent  company.  This  is  also  true  of  mergers, 
consolidations,  and  purchases  of  existing  lines,  which 
should  all  be  made  to  prove  themselves  either  by 
such  increase  in  earnings  or  decrease  in  expenses 
under  the  new  conditions  as  will  justify  the  required 
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expenditures  by  a  comfortable  margin.  It  is  even 
true  of  many  appropriations  made  by  railroad  di¬ 
rectors  covering  grade  reductions,  alignment  revis¬ 
ions,  terminal  improvements,  etc.,  for  the  reason  that 
the  cost  of  the  money  required  is  not  fully  real¬ 
ized  by  the  officers  who  are  responsible  for  the  es¬ 
timates,  and  the  identity  of  the  different  appropriations 
is  lost  in  the  plan  of  general  financing.  The  average 
railroad  engineer  who  makes  the  original  estimate  is 
familiar  with  the  market  prices  of  materials  and  labor, 
and  having  calculated  his  quantities  of  grading,  masonry, 
and  track  laying,  he  can  predict  with  substantial 
accuracy  the  cash  cost  of  the  work  under  normal 
weather  and  traffic  conditions.  He  then  com¬ 
pares  what  he  believes  to  be  the  interest  on 
his  capital  expenditure  (namely  about  5%  on  his 
cash  cost)  with  the  estimated  saving  in  operating 
expenses  under  the  improved  conditions,  and  makes  his 
recommendations  accordingly.  But  what  are  the  facts  ? 
To  the  cash  estimate  should  be  added  the  cost  of  in¬ 
numerable  delays  due  to  traffic  and  weather  conditions  ; 
liability  of  injury,  of  damage,  of  fire,  to  be  covered  by 
insurance  ;  and  other  contingent  items  ;  money  must  be 
accepted  when  it  can  be  had  and  not  when  it  is  most 
convenient  to  use  it ;  interest  on  construction  funds 
must  be  added  to  the  principal  amount,  and  interest  on 
interest ;  securities  must  be  sold  at  less  than  par  and 
the  discount  added  to  the  interest  rate ;  and  in  short 
there  are  so  many  items  to  consider  that  the  first  con¬ 
clusions  may  very  well  be  wide  of  the  mark.  Examples 
are  not  infrequent  where  the  interest  and  discount  items 
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during  the  period  of  construction  have  amounted  to  fully 
as  much  as  the  physical  work  ;  and  where  the  same 
charges  during  the  preliminary  periods  of  operation, 
before  expenses  could  be  earned,  have  amounted  to 
nearly  as  much  more.  If  this  be  true  of  small  con¬ 
struction  items,  it  is  equally  true  of  the  large  ones ;  it 
is  clearly  apparent,  therefore,  that  the  proposition  itself 
must  be  sound  ;  and  that  its  final  cost  must  be  deter¬ 
mined  by  bankers  as  well  as  by  engineers  if  the  truth 
is  to  be  known.  Mr.  Insull  in  addressing  you  last 
year  on  some  operating  features  of  public  service  plants 
presented  precisely  this  idea  when  he  said  u  It  is  not 
the  price  of  coal  or  labor,  but  of  money  that  governs.” 

Second  :  Having  determined  the  economic  sound¬ 
ness  of  the  proposed  expenditure  it  then  devolves  upon 
the  officers,  owners,  and  bankers,  to  work  out  a  capital 
plan  or  some  practical  modification  of  an  existing  one. 
That  these  plans  are  not  always  adequate  may  be  in¬ 
ferred  from  the  necessity  which  arises  from  time  to 
time  of  senior  securities  accepting  a  junior  position,  and 
of  junior  securities  being  either  wiped  out  or  assessed, 
while  the  new  money  takes  precedence  as  often  as  new 
money  be  required.  If  the  company  be  a  small  one  the 
relations  between  its  capital  liabilities,  the  approximate 
amount  invested  in  its  property,  and  its  income  account, 
are  easily  determined ;  and  adequate  financing  on  a 
conservative  basis  generally  results.  As  the  size  of 
the  company  increases,  the  relations  between  its  value, 
its  securities,  and  its  income,  become  more  complex, 
and  less  casually  apparent ;  and  although  by  far  the 
largest  part  of  such  companies  are,  in  my  judgment,  no 
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whit  less  conservative  and  sound  by  reason  of  their 
size,  yet  unfortunately  they  are  the  ones  which  fail  to 
attract  public  attention  as  successfully  as  they  attract 
the  private  investor  ;  and  there  remains  a  comparatively 
small  number,  from  time  to  time  in  the  glare  of  pub¬ 
licity,  whose  credit  is  no  doubt  somewhat  enhanced  by 
the  complexity  and  extent  of  their  operations. 

All  securities  issued  under  any  new  plan  should  be 
bounded  on  the  north  and  south  by  the  value  of  the 
property,  and  on  the  east  and  west  by  its  income ;  nor 
is  it  beyond  the  range  of  every  day  work  to  determine 
both  value  and  income  with  reasonable  accuracy  and  at 
reasonable  cost.  When  the  whole  of  the  capital  lia¬ 
bilities  be  kept  within  these  bounds,  their  distribution 
into  their  several  classes  in  appropriate  amounts  will  be 
easy  of  your  accomplishment. 

Third  :  Perhaps  the  most  important  lines  of  se¬ 
curities  from  the  investment  bankers  viewpoint  are  the 
Bonds — including  Firsts,  Consolidated,  General, 
Unified,  Refunding,  Collaterals,  Debentures  and  Con¬ 
vertibles,  as  so  adequately  described  by  Mr.  Blount 
at  your  last  annual  convention.  And  perhaps  no  phase 
of  the  subject  under  discussion  reflects  more  clearly 
the  disadvantages  which  may  attach  to  the  large  volume 
and  complexity  of  railroad  operations  than  do  the 
indentures. 

If  a  man  intends  to  purchase  a  horse  he  looks  at  the 
teeth,  rubs  his  hand  down  the  legs,  and  satisfies  him¬ 
self  as  to  wind  and  temper  before  closing  the  deal. 
When  a  man  buys  a  real  estate  mortgage  he  examines 
the  title,  inspects  the  premises,  satisfies  himself  as  to 
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the  improvements  and  neighborhood,  gets  the  assessed 
valuation,  and  after  having  assured  himself  as  to  these 
and  other  points,  he  advances  perhaps  40  to  60  per  cent, 
of  a  conservative  appraisal  on  a  first  mortgage.  But 
when  the  average  investor  purchases  a  railroad  bond, 
how  different  his  course  of  action  !  He  neither  knows, 
nor  tries  to  ascertain,  anything  as  to  the  value  of  the 
property,  nor  what  proportion  of  such  value  be  mort¬ 
gaged  ;  nor  how  many  liens  be  ahead  of  his,  nor  their 
size ;  nor  what  the  covenants  of  his  indenture ;  nor 
what  the  income  of  the  company,  nor  how  obtained,  nor 
for  how  long,  nor  how  disbursed  : 

His  not  to  reason  why, 

His  but  to  blindly  buy  ! 

If  you  will  reread  Mr.  Strawn’s  address  delivered  at 
your  last  meeting  you  will  be  able  to  keep  fully  in  mind 
a  list  of  the  covenants  which  a  trust  deed  should  contain. 
I  know  of  no  abler  presentation  of  this  subject.  And 
having  reread  it  you  will  see  the  wide  scope  of  author¬ 
ity  granted  to  the  trustee  in  order  to  protect  the  rights 
of  the  investor.  The  question  of  a  valid  lien  is  almost 
too  obvious  to  mention,  but  although  valid  as  to  title  it 
may  be  rendered  invalid  by  its  amount ;  and  if  so,  the 
superstructure  of  other  covenants  falls  unsupported  to 
the  ground.  The  ratio  of  lien  to  value  is  fully  as  im¬ 
portant  as  the  ratio  of  interest  to  income,  for  the  rea¬ 
son  that  when  income  fails  to  provide  the  interest,  the 
whole  question  of  earnings  becomes  a  dead  issue ;  and 
the  bondholders’  only  recourse  is  to  attempt  a  recov¬ 
ery  of  their  principal  by  dividing  among  them- 
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selves  whatever  element  of  value  remains.  By 
thorough  investigation  of  this  question  of  the  ratio 
which  the  amount  of  the  lien  bears  to  the  value  of 
the  property,  and  by  the  exercise  of  the  powers  granted 
by  adequate  covenants,  you  become  well  equipped  to 
lend  your  great  influence  to  secure  trust  deeds  of  uni¬ 
formly  high  character ;  and  to  avoid  these  indefinite, 
inexplicit  and  impracticable  conditions  which  seem¬ 
ingly  promise  so  much  but  actually  say  so  little  ;  to 
avoid  liens  beyond  whose  bulky  outlines  no  sign  of 
equity  can  be  discerned  with  the  naked  eye  ;  liens  over 
whose  gross  defects  may  be  spread  apparent  guarantee 
pleasters ;  liens  whose  sinking  funds  are  often  mis¬ 
taken  for  depreciation  reserves ;  and  finally  that  in¬ 
genious  combination  of  equipment  note  and  refunding 
mortgage  which  carefully  insures  a  perpetual  liability 
as  against  a  fast  dwindling  asset. 

Just  as  the  real  estate  agent  rents  the  space  in  the 
newest  skyscraper  months  before  the  premises  can  be 
inspected  by  the  prospective  tenant,  so  the  investment 
banker  sells  bonds  months  before  they  can  be  de¬ 
livered.  In  fact  they  are  sold  before  they  are  en¬ 
graved  ;  before  the  terms  of  the  indenture  are  known 
to  either  the  buyer  or  seller ;  before  the  physical 
property  is  even  inspected,  let  alone  appraised,  or  the 
lien  considered  in  relation  thereto  ;  and  before  a  single 
feature  of  the  issuing  company’s  balance  sheet  or  in¬ 
come  account  has  received  so  much  as  the  investor’s 
casual  glance. 

Eggs  are  about  the  only  commodity  concerning 
whose  condition  the  buyer  has  so  little  real  knowledge. 
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And  even  eggs  have  to  be  held  to  the  light  at  times,  if 
the  purchaser  would  avoid  repentance. 

Fourth  :  Obviously  no  investor  except  perhaps 
some  of  the  largest  insurance  or  banking  institutions 
would  be  justified  in  incurring  the  expense  incident  to 
an  adequate  examination  of  the  property  and  accounts 
of  a  railroad  company  operating,  say,  500  miles  of  line. 

The  average  investor  may  at  times  invest,  but  he 
never  investigates — and  for  good  reason.  Such  an  in¬ 
vestigation  involves  an  expenditure  of  energy,  time, 
and  money,  which  is  beyond  his  resources  ;  and  further¬ 
more,  he  is  entitled  to  a  reasonable  sample  display  of 
the  goods  he  is  asked  to  buy.  He  must  depend  upon 
such  facts  as  are  presented  by  the  investment  banker 
and  such  fancies  as  are  added  by  the  salesman  for  good 
measure. 

These  facts  generally  consist  of  a  brief  geographical 
and  descriptive  statement,  unimpeachable  perhaps,  but 
equally  unimportant,  and  entirely  inadequate  in  the 
absence  of  vital  statistics  ;  usually  accompanied  by  a 
letter  from  the  railroad  company’s  president  by  means 
of  which  the  investment  banker  passes  the  burden  of 
responsibility  on  to  the  railroad  company  itself.  The 
old  Roman  law  of  Caveat  Emptor  should  not  be  for¬ 
gotten  here. 

Although  bondholders’  organizations  have,  at  times, 
secured  substantial  results  by  co-operative  effort,  notably 
in  matters  affecting  the  interest  on  income  bonds,  yet 
bondholders  cannot  well  co-operate  before,  or  at  the  time 
of,  purchase  of  securities  ;  and  therefore  it  would  appear 
that  they  can  have  no  substantial  share  in  the  bringing 
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about  of  the  better  conditions  which  would  result  from 
more  accurate  knowledge. 

But  these  better  conditions  may  be  brought  about 
by  the  fiscal  agents,  investment  bankers,  and  their  as¬ 
sociates,  whose  effective  co-operation  at  the  time  of 
marketing  securities  is  evinced  by  underwriting  syndi¬ 
cates,  and  by  combined  selling  organizations. 

These  syndicates,  in  order  to  satisfy  themselves  and 
more  fully  protect  the  investor,  should  so  extend  their 
functions  as  to  investigate  accurately  the  conditions 
surrounding  each  issue  of  securities  ;  and  not  only  in¬ 
vestigate,  but  themselves  determine  and  regulate  the 
governing  features  of  the  issue.  And  while  the  com¬ 
petition  Lmay  be  keen  and  the  business  urgent,  yet  it 
does  not  appear  why  it  should  be  handled  with  undue 
haste ;  nor  why  it  should  be  done  either  blindly  or 
backwards ;  nor  why  the  attention  of  the  investor 
should  be  diverted  from  the  character  of  the  security 
offered  to  the  character  of  the  house  offering  it ;  nor 
why  he  should  accept  the  latter  in  lieu  of  the  former. 

The  house  has  more  to  gain  from  the  security  than 
the  security  has  from  the  house ;  and  the  house  cannot 
gain  permanently  from  many  securities  unless  the  se¬ 
curities  themselves  be  such  as  to  need  no  foster  parent. 

There  is  no  railroad  company  in  this  country  today 
whose  position  is  so  involved  that  it  will  not  yield  to 
analysis ;  and  there  are  very  few  whose  physical  and 
financial  position  is  so  well  known  that  the  character  of 
their  securities  may  be  stated  in  precise  and  definite 
terms. 

The  issuing  company  is  one  party  to  the  transac- 
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tion,  and  the  bond  buyer  is  the  other,  and  there  are 
only  the  two  of  them.  The  fiscal  agents  and  invest¬ 
ment  bankers  are  the  agents  only ;  the  means  to  the 
end.  They  are  the  jobbers  ;  wholesalers,  and  retailers, 
of  the  bond  trade,  but  they  are  neither  the  producer  nor 
the  consumer.  Upon  them  should  rest  the  burden  of 
impartial  decision  between  the  two  parties.  They 
should  make  the  general  design  and  write  the  general 
specification  of  every  security  authorized ;  and  they 
should  make  the  detail  design  and  write  the  detail 
specification  of  every  security  issued ;  and  they  should 
write  neither  on  sand  nor  in  water. 

Fifth  :  As  the  investment  banker  is  the  temporary 
link  between  the  company  and  the  investor  during  the 
marketing  period,  so  the  trustee  is  the  permanent  link 
between  them  during  the  life  of  the  indenture ;  and  as 
the  function  of  the  banker  should  be  enlarged  to  gov¬ 
ern  the  making  of  the  security,  so  the  function  of  the 
trustee  should  be  enlarged  to  govern  the  control  of 
it,  after  it  be  made. 

Indentures  should  cease  to  specify  the  duties  of  the 
trustees  at  great  length,  and  then  relieve  them  from 
actual  responsibilities  by  allowing  them  to  decide  be¬ 
tween  the  parties  by  merely  accepting  a  certificate,  or  a 
statement,  from  one  of  them. 

Trustees  should  at  all  times  exercise  their  larger 
functions  involving  discretion  and  decision ;  and  should 
avail  themselves  of  such  service  as  will  enable  them 
to  decide  questions  at  issue  in  an  impartial  manner. 

You  were  told  in  one  of  your  committee  reports  last 
year  that  there  is  no  uniformity  of  practice  among 
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trustees;  that  some  exercise  no  supervision  and  as¬ 
sume  no  responsibility  ;  and  that  a  more  vigorous  en¬ 
forcement  of  trust  deeds  is  desirable ;  and  whilst  this 
may  be  quite  true,  and  some  may  be  delinquent,  yet 
your  committee  comforts  you  by  saying  that  such 
practice  is  not  uniform.  And  while  to  some,  no  doubt, 
duty  lies  in  merely  signing  securities  and  in  acting 
upon  the  company’s  request,  yet  there  are  others  who 
are  standing  guard  like  the  Angel  with  the  flaming 
sword  at  the  gate  of  the  house,  to  protect  the  first  born 
from  injury.  And  it  is  a  thankless  task  when  the 
terms  of  indenture  are  not  so  drawn  as  to  protect 
the  bondholders,  and  to  preserve  the  original  equity  by 
conservative  management,  proper  maintenance,  and 
adequate  depreciation  reserves. 

You,  gentlemen,  by  closer  supervision  of  the  inden¬ 
tures,  can  greatly  strengthen  the  trustee’s  power  to 
protect  the  investor ;  but  so  long  as  some  trust  deeds 
provide  that  bonds  may  be  issued  to  cover  maintenance 
expenditures,  renewals,  and  even  interest  charges,  just 
so  long,  in  those  instances,  will  the  trustee  be  power¬ 
less  to  protect  either  the  property  or  the  bondholder. 

Sixth  :  But,  you  say,  it’s  all  very  well  to  talk  about 
the  economic  soundness  of  a  proposition  when  we  have 
the  proposition  on  our  hands  be  it  sound  or  otherwise  ! 
All  very  well  to  talk  about  conservative  capitalization 
when  it  is  existing  capital  accounts  with  which  we  must 
deal  !  All  very  well  to  declaim  about  desirable  coven¬ 
ants  in  trust  deeds  when  we  have  to  face  undesirable 
covenants  !  All  very  well  to  demand  adequate  investi¬ 
gation  when  the  proper  time  for  making  it  has  gone  by ! 
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How  then,  yon  ask,  are  we  to  accomplish  what  appears 
so  desirable?  Well,  strange  to  say,  we  already  possess 
in  large  part,  without  realizing  it,  the  very  substance  of 
our  demands.  We  have  ignored  all  that  is  good  and  solid, 
and  creditable,  and  prudent,  in  the  railroad  situation,  in 
order  to  devote  our  time  to  disclaiming  and  exe¬ 
crating  the  wantonly  bad;  we  have  temporarily  lost 
that  true  perspective  which,  when  regained,  will  cause  us 
to  realize  that  deep  down  below  the  agitated  surface  there 
flows  uninterruptedly  the  strong  current  of  financial 
conservatism  which  the  surface  ripples  of  passion,  of 
politics,  and  of  self  interest,  can  never  reach  ;  and  which, 
when  regained,  will  enable  us  to  accept,  with  con¬ 
fidence,  the  fact  that  out  of  about  245,000  miles  of  rail¬ 
road  line  in  the  United  States,  fully  185,000  miles  or 
about  75  per  cent,  are  controlled  and  operated  by  railroad 
companies  whose  values  are  ample,  whose  credit  is 
unquestioned,  whose  management  is  conservative  and 
efficient,  and  whose  income  is  assured. 

Of  the  remaining  60,000  miles,  nearly  35,000  miles 
or  1 5  per  cent,  of  the  whole  may  be  estimated  as  either 
underdoing  or  approaching  reorganization ;  under  which 
condition  you  have  the  fullest  and  quickest  opportunity 
of  effecting  such  improvement  along  all  lines  indicated, 
that  within,  say  five  years,  90  per  cent,  of  the  railroad 
mileage  of  the  country  can  be  made  sound  in  wind  and 
limb ;  thus  leaving  about  25,000  miles  or  about  10  per 
cent,  for  future  consideration. 

An  extraordinary  opportunity  for  notable  achieve¬ 
ment  is  thus  presented.  If  adequately  met,  the  cry  of 
over  capitalization  should  be  forever  silenced. 
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Seventh  :  The  usual  process  of  reorganization  is 
by  means  of  receivers  and  committees  ;  the  receivers 
acting  as  agent  of  the  court  in  charge  of  operation,  and 
the  committee  acting  as  agent  of  the  security  holders 
in  charge  of  financial  rehabilitation.  Remarkable  as  it 
may  appear,  the  cost  of  administering  a  property  is 
generally  greater  during  bankruptcy  than  before,  an 
immediate  although  temporary  addition  being  made  to 
the  load  which  has  already  broken  the  camel’s  back. 

Or,  in  other  words,  a  situation  requiring  the  utmost 
economy  having  arisen,  it  is  promptly  met  by  exactly 
the  reverse  of  an  economic  policy. 

One  of  the  receivers  is  often  the  officer  who  is  re¬ 
sponsible  for  the  bankruptcy,  in  so  far  as  it  may  have 
been  caused  by  operating  conditions  ;  and  as  such  he 
has  immediate  opportunity  to  accomplish  under  sanc¬ 
tion  of  the  court,  and  through  the  issuance  of  receivers’ 
certificates,  what  he  was  unable  longer  to  do  on  the 
credit  of  the  solvent  company  ;  namely,  to  pay  off  the 
floating  debt  including  audited  vouchers  and  back 
wages  ;  carry  on  maintenance  and  renewals  under  the 
head  of  extraordinary  repairs  and  betterments  ;  pay 
taxes,  current  interest,  fixed  charges  and  other  similar 
items,  all  of  which  are  eventually  charged  to  capital  ac¬ 
count,  and  are  placed  ahead  of  most  or  all  of  the  out¬ 
standing  fixed  liabilities  and  miscellaneous  claims. 

It  is  evident,  therefore,  that  if  railroad  companies 
being  dead,  rise  again,  they  do  so  not  because  of  the 
economic  efficacy  of  such  receivers’  prayers — to  court — 
but  rather  in  spite  of  the  low  vitality  which  such  a 
course  of  treatment  entails. 
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But  the  receivers  are  not  the  surgeons  who  cut  to 
the  quick  to  save  life.  They  are  merely  the  nurses 
watching  beside  the  bed  to  prevent  a  too  rapid  convales¬ 
cence  of  the  patient.  The  real  doctors  are  the  reorgani¬ 
zation  committees  upon  whom  devolves  not  only  the 
diagnosis,  but  the  operation,  and  subsequent  treatment. 
Formed  of  bank  aud  trust  company  officers  of  oftentime 
wide  railroad  experience,  of  investment  bankers,  and  in¬ 
cluding  at  times  even  a  security  holder  or  two,  these 
committees  bring  together  in  their  membership  the 
highest  type  of  experts  in  corporation  finance  ;  and  they 
devote  large  amounts  of  time  and  skill  to  the  arduous 
task  of  reorganization  for  which  they  are  but  poorly  paid 
in  some  respects,  and  still  more  poorly  paid  in  others. 

And  while  it  may  be  true  that  in  years  past  the 
main  idea  was  to  patch  up  the  blow  out  and  skid  along 
the  same  old  rut  a  little  further,  content  if  the  plan 
worked  for  a  bit,  although  the  railroad  couldn’t  work 
under  it  ;  yet  it  is  also  true  that  this  idea  has  gone  to 
the  scrap  heap  along  with  the  60  pound  rail,  the  20 
ton  car,  and  all  other  narrow  gauge  material.  No 
longer,  if  the  railroad  burden  is  heavy,  does  the  com¬ 
mittee  add  a  little  to  it  here  and  there  in  the  way  of 
receivers’  certificates  and  floating  debt,  permanently 
funded,  with  back  coupons  and  new  money  superim¬ 
posed  ;  no  longer  is  most  or  all  of  the  new  money 
used  to  pay  receivers,  lawyers,  and  reorganization  ex¬ 
penses,  with  but  little  if  any  heed  to  the  company’s 
needs  ;  no  longer  is  the  pain  of  failure  of  one  reorgani¬ 
zation  plan  drowned  in  the  pain  of  the  next. 

But  on  the  contrary,  representative  committees  of 
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today  have  a  way  of  ascertaining  facts  accurately,  and 
of  assimilating  them  quickly  ;  and  instead  of  working 
in  terms  of  securities  only,  they  wTork  in  terms  of 
values,  of  income,  of  securities,  and  of  property  re¬ 
quirements  ;  they  represent  all  the  law  and  all  the 
profits,  and  thus  make  the  punishment  fit  the  crime, 
if  not  the  criminal.  Their  reorganization  plans  are 
based  on  both  equity  and  income,  and  will  endure — if 
ability,  prudence,  foresight,  and  honesty  of  purpose, 
are  any  guaranty  for  the  future. 

And  so  the  old  order  changeth  and  hath  already 
changed  for  the  better ;  slowly,  perhaps,  and  with  some 
discouraging  land  slides,  which  seem  to  block  progress 
seriously ;  but,  nevertheless,  for  the  better. 

Upon  the  individual  integrity  and  constructive 
ability  of  those  of  your  number  who  are  engaged  in 
reorganization  work,  depends  in  large  measure  the 
character  of  many  of  the  new  securities  which  you  will 
be  offering  during  the  next  few  years.  Now,  if  ever, 
should  your  investigation  of  conditions  be  thorough  ! 
Now,  if  ever,  should  your  knowledge  of  legal,  of  ac¬ 
counting,  of  engineering,  physical,  maintenance,  depre¬ 
ciation,  income,  and  of  banking  features,  be  wide  and 
comprehensive ;  and  may  the  Rock  of  Gibraltar  have 
nothing  on  you,  either  now  or  hereafter,  as  to  the  sound¬ 
ness  and  enduring  firmness  of  your  work  ! 

Eighth  :  But  time  presses  and  I  shall  have  to  pass 
over  those  features  of  the  general  situation  for  which 
company  officers,  directors,  stockholders,  and  holding 
companies  may  be  held  responsible ;  but  in  so  doing  I 
wish  to  emphasize  the  fact  that  the  proportion  of  effic- 
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iency  among  officers  and  directors,  in  my  judgment,  is 
even  Higher  than  the  proportion  of  mileage  whose 
record  as  to  values,  credit,  and  income,  is  unassailed 
and  unassailable. 

And  while  it  is  perfectly  true  that  our  small  portion 
of  unsavory  pie  contains  both  blackbirds  and  bad  eggs, 
and  that  unearned  dividends  and  other  diversions  of 
funds  lend  a  bitter  flavor  to  the  scorched  morsel,  yet  it 
is  also  true  and  should  not  be  so  complacently  over¬ 
looked,  that  the  existing  wholesomeness  of  fully  three- 
quarters  of  the  whole  situation  is  due  in  part  to  the  skill 
and  resourcefulness  which  these  same  gentlemen  have 
shown  in  digesting  and  assimilating  many  other  un¬ 
wholesome  conditions ;  and  it  is  my  experience  that  in 
nearly  all  cases  where  railroads  require  reorganization 
the  underlying  causes  are  far  beyond  the  reach  or  con¬ 
trol  of  the  railroad  officers,  or  directors ;  and,  per 
contra,  in  many  cases,  sound  companies  owe  much  of 
their  soundness  to  their  officers  and  directors.  Add 
together  if  you  will  all  of  the  negligence,  all  of  the  in¬ 
competence,  all  of  the  extravagance  which  exists  in  high 
places :  but  having  done  so,  stop !  Such  result  requires 
no  expansion  to  the  ioth  power  by  any  process  mathe¬ 
matical  or  problematical ! 

And  having  stopped,  you  will  have  time  to  reflect  on 
the  beauty  of  that  natural  philosophy  which  makes  it 
possible,  under  certain  conditions,  for  a  terrific  noise  to 
issue  at  times  from  a  very  small  horn. 

To  my  regret  also,  if  not  yours,  I  shall  have  to  pass 
over  those  features  of  the  general  situation  which  are 
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contributed  by  the  Interstate  Commerce  Commission, 
by  federal  and  state  legislatures  and  commissions,  by 
the  changing  social  conditions  and  by  the  public. 

Suffice  it  to  say  that  there  is  great  activity  around 
the  operating  table  and  much  time  taken  out  of  the  game 
for  disputes. 

One  school  of  medicine  is  dissecting  away  at  every 
local  injury  like  students  studying  anatomy  preparatory 
to  diagnosing  disease ;  but  unfortunately  they  don’t 
seem  to  graduate  with  a  diploma  which  will  allow  them 
to  practice  successfully.  Another  school  like  the  sur¬ 
geons  of  yesterday,  who  insisted  on  bleeding  the  patient 
no  matter  what  the  symptoms,  is  obsessed  with  the  idea 
that  the  universal  and  sovereign  remedy  for  all  existing 
ills  is  the  appraisal  of  the  physical  property.  Others 
are  clamoring  for  their  own  selfish  interests  irrespec¬ 
tive  of  the  greatest  good  to  the  greatest  number ;  using 
their  great  political  power  to  secure  higher  and  still 
higher  rates  of  wages ;  shorter  and  still  shorter  hours 
of  service  ;  to  curtail  the  length  of  trains,  and  to  in¬ 
crease  the  number  of  men  required  to  operate  them  ; 
although  the  latter  absurdity  having  become  a  law  in 
twenty  states  has  recently  been  repealed  in  Missouri 
by  a  splendid  example  of  her  “  Show  me  ”  policy. 

And  there  are  others !  Demagogues  in  the  dark¬ 
ness  of  noonday,  and  with  the  shrinking  modesty  of  a 
brass  band,  fight  valiantly  to  protect  their  dear  public 
from  the  savage  rapacity  of  the  corporation  hyena ! 
Impractical  legislators  urge  impractical  legislation  as  a 
specific  cure  for  all  railway  ills  ;  and  they  are  urged  on 
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and  abetted  by  ten  thousand  petty  agitators,  each  having 
a  thousand  petty  grievances,  and  each  propelled  by  the 
unceasing  activity  of  discontent ! 

But  above  all  these  indian  mounds  of  antagonistic 
claims,  and  anthills  of  diversified  activities,  there 
towers  the  great  and  always  active  volcano  of  Rates, 
surrounded  by  its  foothills  of  adequate  service  and  the 
additions  and  betterments  required  therefor,  of  main¬ 
tenance  and  depreciation  of  physical  property,  of  taxes 
and  other  like  deductions  from  income,  and  of  fixed 
charges.  And  if  you  follow  with  your  eye  the  path  of 
the  lava  stream  of  gross  earnings  as  it  flows  from  the 
crater  down  the  sides  of  the  mountain  you  will  see  that 
it  is  intercepted  by  the  foothills,  and  loses  much  of  its 
velocity,  and  is  cooled  and  hardened  there,  so  that  a 
comparatively  insignificant  amount  reaches  the  distant 
valley  of  the  surplus  beyond,  where  so  many  dividend 
seeds  have  been  planted,  and  where  so  many  early 
frosts  have  blighted  the  tender  blossoms  of  expectancy. 

And  if  you  had  viewed  this  panorama  fifteen  years 
ago,  and  again  today,  you  would  be  amazed  at  the 
transformation  which  has  taken  place  in  the  scene. 
The  lava  stream  of  gross  earnings  has  doubled  its  rate 
of  flow  but  even  with  that  additional  momentum  it  has 
failed  to  pass  the  barriers  across  its  path. 

As  against  ioo  per  cent  increase  in  gross  earnings, 
operating  expenses  have  increased  132  per  cent;  taxes 
have  increased  200  per  cent ;  additions  and  betterments 
have  increased  200  per  cent  and  at  that  have  failed  to 
meet  requirements,  other  deductions,  interest,  and  div¬ 
idends,  or  those  items  dealing  for  the  most  part  with 


invested  capital,  have  increased  less  than  ioo  per  cent, 
and  are  thus  slightly  behind  their  normal  ratio,  while 
surplus  has  shrunk  so  fast  that  it  cannot  be  expressed 
in  any  ratio  short  of  absolute  zero,  having  dropped  from 
about  1 15  millions  to  practically  nothing  in  the  last 
four  years. 

In  closing  I  submit  that  as  close  supervision  and 
regulation  at  your  hands  will  benefit  future  issues  of 
railroad  securities,  so  the  proper  regulation  of  rates 
may  improve  and  maintain  their  stability,  and  may 
furnish  a  working  basis  otherwise  unattainable.  Not, 
however,  that  form  of  regulation  which,  while  holding 
rates  in  a  vise  to  prevent  expansion,  squeezes  them  ever 
tighter  until  their  elastic  limit  is  exceeded  ;  or  which 
holds  them  chained  to  a  stake  on  the  beach  until  they 

are  engulfed  by  the  onrushing  tide  of  increasing  labor, 
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materials,  and  service  costs ;  or  which  puts  entirely  out 
of  reach  of  impaired  credit  the  funds  needed  for  those 
capital  expenditures  required  by  law  and  necessity,  but 
which  add  nothing  to  railroad  income. 

But  I  mean  that  broader  form  of  regulation  which 
recognizes  once  and  for  all  that  rates  are  the  very 
breath  of  life  to  the  railroad,  without  which  in  proper 
measure  suffocation  must  rapidly  ensue ;  and  which 
provides  ample  scope  for  all  of  the  functions  of  the  rail¬ 
road’s  growing  needs.  That  regulation  under  which 
rates  shall  provide  for  adequate  service,  for  the  proper 
maintenance  of  physical  values,  for  fixed  charges,  for 
such  increased  facilities  as  will  properly  handle  the 
growth  of  traffic,  and  for  dividends  on  a  reasonable 
equity  represented  by  the  junior  securities. 
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It  is  my  conviction  that  the  needs  of  the  railroads 
in  this  country  are  greater  far  than  the  operating 
results  to  be  obtained  from  the  maximum  of  human 
efficiency  under  existing  rate  conditions.  It  is  my 
conviction  that  a  betterment  in  rate  conditions  must 
result  from  a  wider  general  knowledge  and  from  a 
co-operative  effort  based  thereon.  And  it  is  my  con¬ 
viction,  also,  that  the  Investment  Bankers  Association 
of  America  is  a  more  powerful  factor  in  the  equation 
today  than  are  the  railroads  themselves,  for  upon  you 
rests  largely  the  responsibility  for  that  better  under¬ 
standing  and  mutual  confidence  which  shall  cause  the 
lion  and  the  lamb  to  lie  down  together. 
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